Economic Outlook - April 2016
Philippe Waechter, Chief Economist
Twitter account: @phil_waechter or http://twitter.com/phil_waechter
Blog: http://philippewaechter.en.nam.natixis.com

Overview (1/2)
 Industrialised countries have changed regime. Growth is permanently slower than during the pre-crisis
period, with the exception of Germany. Emerging countries no longer have the capacity to drive the
global economy since China is in a phase of transition towards a service economy.
 That is not creating any pressure on the productive system or on wages.
 Monetary policies have reduced risks, but now seem unable to go any further.
 An impetus must be found that can permanently change the trajectory of the global economy in order
to create robust employment growth. Waiting for the macroeconomic impact of technological
innovations will take too long. For the time being, the impacts on productivity are too limited to change
the growth profile.
 Oil has failed to create this impetus despite a steep and long-lasting fall in its price
 Central banks' low interest rates have also failed to do so.
 The euro zone has been unable to become independent from the global cycle despite of a monetary
policy aimed at improving its competitiveness and at making the economic cycle better synchronised
between the countries in the zone.
 The United States no longer seems robust enough: this is what Yellen said recently when she indicated
that the US economy is not solid enough to absorb external shocks. This is not explained in particular
by China or others. That is what is worrying, especially as recent domestic data (consumption,
investment) do not point to an acceleration in activity.
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Overview (2/2)
 China is no longer the short-term regulator it was in the past, but represents a risk to the global
economy because of an excessive debt level, especially among companies.
 The impetus in question could be public investment. Rather than being satisfied with excessively weak
growth, let us take a risk when interest rates are very low to shift to a higher trajectory. Economic
policy can no longer have only one leg. The accommodating monetary policy has created the
prerequisites for a return of growth and inflation, but this must be completed by a more expansionary
fiscal policy. There must be as many economic policy instruments as there are objectives. These
policies must be all the more active as growth and inflation are far below targets that would reflect a
balanced and sustainable situation in the medium term.
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Reasons for the slowdown
The US economy is no longer accelerating










Job creation remains robust, but…
The oil effect on the consumer is less marked than in the past
The fall in the oil price is hampering investment
The cyclical peak is behind us, the pressures are less pronounced
Inflation expectations are at rock bottom
Activity has been slowing down in the first part of the year

China is in its process of adjustment towards a service economy






Activity, measured by industrial production or exports or via surveys, continues to slow down
(the rebound in March is to be confirmed after several months of decline)
Our main concern is linked to the economy's excessive debt levels and the resulting risks in an
economy that is changing its growth mode. This will result in a very different sectoral ranking,
and the excessive debt in in certain sectors could cause disruptions that may generate larger
volatility at the macroeconomic level

The alignment of the planets in the euro zone is not sufficient to revive growth
in a sustainable manner
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The oil effect has been reduced, it is weak in France
The fall in interest rates has not provided any strong momentum to consumption and
investment
The euro's effective exchange rate tends to appreciate somewhat
Judging by the surveys, activity is running out of steam at the beginning of the year

Slowdown in emerging countries and low oil price
Emerging countries are still in an adjustment phase








Commodity-producing countries have to make significant adjustments as they can no longer
buy social peace, given their declining revenues
China no longer plays the role of growth engine, whereas in the past it provided a boost to
growth in emerging countries
An in-depth review of the strategies is necessary to gain in autonomy
Brazil and Russia are mired in a deep recession

The oil price will remain low, in the vicinity of 30-40 dollars
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The gap between supply and demand remains very significant and is still accompanied by
massive stock building
The only objective of the recent agreement between Saudi Arabia, Russia, Qatar and Venezuela
is to prevent an excessive fall in the price. This has triggered a short-term rise. The conditions
for this agreement are still under discussion.
The starting point for this agreement was to keep production at the January 2016 level, which
was very high: no reduction in the gap between production and demand is envisaged
The price will remain low as the adjustment will take place at the stock level
This will continue to weigh on inflation throughout the year, prompting central banks to
maintain an accommodating strategy

Accommodating monetary policies
No reason to change the accommodating monetary strategies, including in the
United States
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The ECB will continue its accommodating policy for a very a long time to come. The program of
liquidity provision to banks will expire in March 2021. Interest rates are at bottom levels and if
an additional adjustment were to take place, it would operate via liquidity management, for
which there are two programs.
 The ECB's assets purchases. The program was just increased to €80 billion per month and
the list of eligible assets extended to non-bank corporate bonds
 The liquidity-providing operations for banks (TLTRO)
The ECB has created the prerequisites for a recovery and for the emergence of pressure on the
productive system. This process must then be set in motion, but this is not guaranteed as
demand remains very subdued



The Fed, which talked about a convergence towards a normal cycle in December when it hiked
its interest rates, has got back to reality and there will not be any rate hikes before the summer
(and probably not afterwards). According to the Fed, the domestic economy is not solid enough
to absorb external shocks. That is why it remains cautious in its monetary policy management.
It wants to act later rather than too soon.



BoE and BoJ: no changes expected

Political risks in 2016


Global economic growth is no longer strong enough to smooth over political issues



The attention will first focus on commodity-producing countries. The fall in revenues associated with
the steep and prolonged price fall will result in domestic adjustments that in all likelihood will create
internal tensions. We have seen this type of phenomena in the past



In Europe, the drastic shocks that have affected the various economies and the sluggish growth in
many of them are leading to extreme voting that is likely to cause tensions in the existing European
institutional framework
In addition, the refugee issue is not solved and may be a source of significant political divergence
between the countries in the Union



The US presidential election and the strong polarisation of the potential candidates will give rise to
major uncertainty in an economy that lacks robustness
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What profile in the medium term?
Given the factors mentioned above, there is a risk that growth may remain weak for a good while yet,
with monetary policies that will accompany this slow process as is the case now.
Three scenarios are nevertheless possible
An extension of the current situation with slow growth with little job creation, especially in Europe.
The risk is social and political instability. The European construction would then be weakened
A scenario with stimulation via public investment to create momentum that could then give a greater
incentive for private investment, thereby making growth more virtuous
The third possible trajectory is the appearance, at the macroeconomic level, of the consequences of
the technological revolution that started in the mid-1990s.
This revolution, the changes from which can be seen at the microeconomic level, has not yet had any
marked impact on productivity at the macroeconomic level.
Nevertheless, we can imagine that these clusters of innovation will crystallise and end up having a
perceptible macroeconomic impact. A rise in productivity would then lead to stronger growth and a
more virtuous cyclical period.
However, it is still uncertain when these impacts will appear. It may be in two, five or ten years. Will
the magnitude be sufficient to create the expected disruption? Moreover, this innovation process will
be on a global and no longer only on a regional scale, unlike the first two trajectories we mentioned
The main question is whether one should wait for these innovations to appear - which is likely to
happen - or whether earlier intervention is needed to avoid a risk of instability
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Change of growth regime?
 On both charts we note that the growth regime is different

from the pre-crisis regime, with the exception of Germany.

 The first chart shows growth over five years (now excluding

the 2009 trend break). We see that the growth rate is lower
everywhere and that there does not seem to be any
mechanism for a return towards the pre-crisis profile.

 We note the difficult situation of Italy and Spain
 On the second chart, each country's GDP is presented as a

deviation from the pre-crisis trend. We note that the
2008/2009 shock did not have any permanent impact on the
German economy.

 In contrast, for the US, France, the euro zone, Italy, the

United Kingdom and Japan, the deviation from the pre-crisis
trend is 10 to 15%.

 The deviation is growing and the cost of the crisis is,

accordingly, constantly rising. Hence the need to find an
impetus that can help change these profiles. This is the
challenge of economic policy.

 For Spain, the deviation is considerable: around 25%. This
suggests that the pre-crisis trend was not sustainable.
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The global economy is slowing down
 The global economy is growing slowly. In January 2016,

manufacturing production rose by only 1.2%, the lowest
figure since December 2009.

 This slowdown is largely due to industrialised countries,

whose manufacturing activity was stable year-on-year in
January.

 For emerging countries, growth is slow compared with past
trends.

 This lack of support can also be noted in the very limited
change in global trade. In January, it did not give any
signals likely to significantly change the trajectory of the
global economy

 The modest growth in activity and trade can also be seen

from surveys carried out among business leaders in the
manufacturing sector. The trend remains modest even
though the indicators for March were a little more upbeat.
That is the case in particular with the ISM survey index in
the US and the Chinese index. It was close to the 50
threshold (49.7 for the private sector, but 50.2 for the
official index).

 The global economic cycle remains fragile and we can

understand the caution of monetary authorities and why
they do not want to act too fast.

10

No upward pressure on prices and interest rates
 Commodity prices remain very low in spite of a very marked
rebound since the second part of January. The possibility of
a sharper slowdown than expected in global activity, due to
China in particular, had put the economy on alert and
commodity prices adjusted downwards.

 Since then, the hope of an agreement on keeping oil

production at the January 2016 level has pushed up prices.
This nevertheless seems insufficient, as production remains
very high everywhere. No country wants to be the first to
reduce its production on a large scale. The US decline
remains limited (-1.1% in February year-on-year).

 Speculative positions are now significant and explain part of
the recent rise in the oil price. This may turn around rapidly
as in the spring of 2015

 The persistence of excess supply is likely to result in a lower
price, thereby dragging down inflation rates very far below
the 2% target that central banks have set.

 As a result, interest rates will remain low for all maturities.

The absence of inflation as well as central bank action point
in this direction.

 It is unlikely that interest rates will rise markedly in the

foreseeable future, probably not until in the early 2020s.
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The US economy is slowing down
 All US macroeconomic indicators reflect a slowdown in

activity. Only employment points to a somewhat different
conclusion. However, the pressures have been limited even
in the labour market as wage rates are still not rising.

 There is nothing in wages and the capacity utilisation rate in

industry that is likely to create pressures. The rebound in the
composite ISM index in March is not sufficient to create or
reflect strong pressure on the productive system.

 Over the first two months of 2016, capital goods orders were
weaker and consumption slowed down compared with the
fourth quarter of 2015.

 Inventories were rebuilt in an alarming way, breaking the

downward trend in place since 1992. They have been
increasing since 2015, but it is not known yet whether this
reflects insufficient demand or an excessive rise in
production. It is worrying in any event. This reinforces our
view that the cyclical peak is behind us.

 Only employment is growing, but at a slower pace than in

2015. It will not be sufficient to propel the economy to a
higher trajectory. In general, this does not happen when the
economy is at full employment (which is what the 4.9%
unemployment rate indicates)
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Chinese risks that are not going away
 China has a quite simple economy after all. Its profile is a

downward adjustment of growth.
This is the result of an economy in which the weight of
services is steadily increasing. As the productivity of these
services is lower than in industry, this inevitably translates
into a slowdown in the growth rate.
This is a classic phenomenon that has been seen in most
industrialized countries.

 The problem for China is that its debt level is high, especially

among companies. As a result, the reallocation of resources
in connection with the mentioned transition will be reflected
by sharp fluctuations and probably sectors that will
disappear. Leveraged companies, which will be at the core of
this adjustment, will create a risk to the banking system.
This is the point we have to watch as it may encourage the
good companies to invest outside China.

 This process is highly detrimental for emerging countries
 Furthermore, demand for Chinese products is less vigorous;
the Chinese economy cannot count on more robust external
demand to save its growth.

 The governmental stimulus plans have not yet been decisive
in managing activity in the short term.
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Japan is slow in adjusting
 The Japanese economy has been in turmoil since the VAT
rate increase in April 2014.

 The rebound in activity that followed Shinzo Abe's election

victory vanished with the VAT hike that negatively affected
households.

 They scaled back their spending drastically, and there has
not been any catching-up since then.

 Households' loss of purchasing power at a time when

inflation accelerated as a result of the VAT increase was such
that the effect has been very persistent.

 The economy has been on a horizontal trend since then. The
lack of consumer demand is hampering investment. In
addition, the profile for exports is not robust given the
unfavourable international environment.

 The Japanese economy is no longer growing.
 The combination of accommodating monetary and fiscal

policies paved the way for vigorous growth in 2013, while
the change in taxation has dampened growth.

 The possible increase in the VAT rate in April 2017 is

triggering a fall in activity and an acceleration in inflation, as
in 2014
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The United Kingdom remains on track
 The British economy remains on track, even though growth
was somewhat less vigorous in 2015 (2.2% after 2.8% in
2014)

 The economy is mainly driven by its domestic market. That

can be seen from the household spending profile in
particular. Since the start of 2014, uncertainty in the labour
market has decreased and household credit has picked up.

 The budgetary adjustments decided by the Cameron

government also generally penalise the lowest incomes.
Thanks to this pressure and the increased labour market
flexibility, wage growth remains moderate, thereby limiting
the risk of a spike in inflation.

 The possibility of easily finding work in an economy boosted
by the City makes it possible to keep wages from rising,
thereby maintaining an economy without pressures.

 The risk in 2016 is called Brexit, and the key date is 23 June.
An exit from the European Union would negatively affect the
City and therefore the United Kingdom as a whole.
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The euro zone is shaping up
 The trajectory of the Eurozone economy has been somewhat
more robust since the second half of 2014.

 This is explained by the effect of monetary policy via the

ECB's interest rate cuts and the other measures it has taken.
That also includes the fall in the single currency and the
impact of the drop in the oil price.

 It is also explained by a less restrictive fiscal policy that

tends towards neutrality. A major constraint, the one that
triggered the 2011/2012 recession, has become less
pronounced, thereby giving the economies additional leeway.

 Nevertheless, the divergence of the trajectories of the

economies in the zone is spectacular. The desire to better
synchronise the cycle between all Euro area countries in
order to restore autonomy informs the policy implemented
by the ECB.

 A more consistent cycle is a factor that could generate more
growth in the euro zone, but the effectiveness of such a
strategy suffers from the major impact of the policies
conducted since 2011/2012. At the end of the day, the euro
zone has not succeeded in isolating itself from external
shocks
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But the peak of the cycle is perhaps not far away
 A short-term analysis of the Eurozone is worrisome.
 After the rapid rise in 2015, the activity indicators have
become more unstable.

 This can be seen from the composite index of the Markit

survey. After a peak in November 2015, this indicator fell
rapidly, creating doubt about the capacity of the euro zone
economy to post even higher growth.

 This point is crucial as it could mean that the peak of the

cycle was perhaps reached in 2015/2016.
This point is higher than the Eurozone's potential growth,
but this situation has not created any pressure on the
productive system or on prices or wages.
The potential is reduced by the shortfall in 'investment, but
the productive system and the labour market are not
generating any pressures. It is clear that the trajectory of
the euro zone economy is too low.

 The manufacturing sector indices are falling again because of
the weak growth in global trade. Given the insufficient
synchronisation between the cycles of the euro zone
economies, it is not possible to offset this or to make the
economic situation resilient to external shocks
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External and internal shocks
 This lack of resilience to external shocks is explained by a
more limited internal momentum, but also by a more
constraining international environment.

 This can be seen from the trend in German exports in

volume terms. Trade, especially with Asia, is less vigorous
and is negatively affecting activity in Germany. This can be
seen from on the profile of manufacturing production, which
was not very positive in the second half of 2015.
Nevertheless, the first figures for 2016 show an acceleration
in activity in the industrial sector, probably because of very
favorable weather conditions.

 In the euro zone, we also note an acceleration in household
spending in France.

 The amount of purchases of goods has accelerated since

December. This reflects a catching-up after the fall in the
fourth quarter of 2015 and, lastly, probably an effect of the
additional fall in energy prices that was passed on to
household purchasing power.

 This gives the French economy a good start of the year,

even though business leaders at the same time are worried
about the strength of the economic cycle and its capacity to
grow faster.

18

The inflation that never appears
 The inflation rate in industrialized countries is still not a
threat.

 In the first chart we note that for most of these countries, it

is in the vicinity of 0%, nevertheless with a somewhat higher
figure in the US and a very low figure in Spain. This largely
reflects the impact of the fall in energy prices (oil).

 Its contribution is negative everywhere and this could gather
momentum over the next few months, as the oil price was
higher than 60 dollars in the spring of 2015. The negative
impact will therefore be more pronounced.

 Nevertheless, the underlying inflation rate remains close to

1%, except in Italy where it is 0.5% and in the US where is
it 1.7%. Accordingly, there are no excessive nominal
pressures that could prompt central banks to act quickly.

 In the United States, the rise in the core price index mainly

reflects the price of housing and healthcare. The pressure is
limited as wages are hardly rising, as shown by the second
chart.

 The Fed, as expressed by Janet Yellen, is not convinced that
inflation will pick up significantly in 2016. The central bank
prefers to act later rather than too early when it comes to
inflation.
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Persistently accommodating monetary policies
 Central banks' strategy is to keep interest rates very low for

an extended period. The ECB's Refi rate has been cut to 0%,
Japan has cut it to -0.1% for part of the reserves (but
effectively to 0%) while UK and US interest rates (since midDecember for the US) are 0.5%.

 The ECB has undertaken to maintain a liquidly providing

policy until March 2021, which is the end of the TLTRO
operations launched at the meeting in March and which will
take place at a quarterly pace from June (for four-year
operations).

 This horizon reflects the time the ECB believes is needed to
strengthen the banking sector in the euro zone.

 With the quantitative easing operation, increased to €80

billion per month, the amount of the ECB's balance sheet will
increase significantly. It is very likely that with these two
liquidity operations, the ECB's balance sheet may exceed the
2012 peak, which was the horizon Mario Draghi defined
when launching the quantitative easing program in early
2015.

 The Fed's balance sheet will continue to shrink in relation to

GDP. In absolute terms, the balance sheet is growing as the
Fed continues to buy assets (it buys for the amount of
revenues and repayments it receives on of the securities it
already holds in the portfolio). But its increase is now lower
than nominal GDP growth
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Low inflation expectations
 Inflation expectations are low in the euro zone as well as in

the United States. This can be seen in financial markets, but
also among consumers. 5-year inflation expectations in the
US, measured by the University of Michigan survey, and the
European Commission survey show that expectations in
terms of prices are very low

 This is a major point, since if inflation expectations remain
low, it will not cause any additional upward pressure on
interest rates. Quite the contrary, in fact.

 That is why central bankers pay great attention to this
figure, and it is why one of the objectives of their
communication is to reverse the current trend.

 Not to spontaneously push up interest rates, but to

profoundly change the expectations of investors, business
leaders and consumers by creating different expectations.

 This is why some economists (Bernanke, Krugman and

Blanchard) have suggested raising central banks' inflation
targets. Blanchard has recently mentioned a target of 4%.
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The ECB remains on track
 The ECB has implemented a very accommodating monetary
strategy.
It has cut its interest rates to 0% for the Refi rate, and to 0.4% for the deposit facility rate.

 It has increased the monthly amount of its asset purchases.

It is now €80 billion and also includes corporate bonds
issued by non-bank companies (starting in June).
Given the amount of the various governments' bond
issuance, the amount of the ECB's purchases will be
excessive. This will result in pressure on interest rates even
though each central bank will remain very attentive to avoid
creating excessive bond yield distortions (each national
central bank is in charge of buying its own country's bonds).
The main question in this new phase is the purchases of
corporate bonds. They will have to take place in the primary
market, which will make it difficult for insurance companies
and asset managers as the net amounts issued remain
limited. That could have a negative impact on liquidity in this
market

 The TLTRO involves an exchange of assets booked in the

banks' balance sheets against central bank liquidity. There
will be four quarterly operations, at an interest rate on the
liquidity that in the worst case will cost the banks 0% (the
interest rates on this liquidity may be negative, under
certain conditions, and be as low as -0.4%). The objective is
to reduce the risk on the banking sector while improving the
conditions for a credit recovery.
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The Fed prefers to act too late than too early
 The Federal Reserve made a U-turn in March after
December's rate hike.

 At the end of 2015, the cyclical trend seemed to be robust

enough to normalise the US monetary strategy. In the
monetary policy committee members' projections there were
up to four rate hikes in 2016.

 In March, the central bank explained that the US economy

was not necessarily robust enough to absorb shocks from
abroad. As a result, it preferred to maintain the status quo.

 In the first chart we see that the FOMCs projections have
moved markedly to the left.

 Given the second chart, the Fed could find a reason to raise
its key interest rate. This is an argument often put forward.
However, the Fed will not intervene as long as inflationary
pressures are limited and the imbalances in the labour
market remain significant.

 The imbalance in the labour market particularly concerns the

number of people who work part time, but who want to work
full time. This is a factor that the Fed looks at and which
undoubtedly - at least partially - explains the lack of
pressure on wages
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The euro is appreciating
 Since the start of 2015, the euro has risen against the
currencies of its main trading partners.

 The euro remains weak relative to the level over the last 12
years, but the downward move, the impetus that was
supposed to trigger a competitiveness shock in the euro
zone, is over.

 This reflects significant monetary adjustments in Japan as

well as in the United Kingdom (particularly since the
announcement of the referendum on the Brexit), but also in
many emerging countries. We find it difficult to expect
another fall in the European currency. The ECB has very
clearly indicated that it will keep interest rates very low for a
very a long time to come, but without this having an impact
on the exchange rate. Each investor has had this profile in
mind for a long time.

 As for the exchange rate between the euro and the dollar,

the recent adjustment factor has been expectations about
US monetary policy. For investors, the Fed's prevarications
have led to the idea of a policy of interest rate increases that
will be modest and not immediate.

 This change in expectations for US monetary policy has

markedly changed the divergence with the expectations for
the ECB's monetary policy. This is what we see on the
second chart. As a result, and barring a major change, the
euro’s exchange rate against the dollar is correctly valued in
the zone 1.1 – 1.15.
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Forecasts
USA
Japan
Euro Area
U.Kingdom
China
France

2012
2.2
1.7
-0.8
1.2
7.8
0.6

Year end

2013
1.5
1.4
-0.2
2.2
7.5
0.4

Avergage growth
2014
2015
2.4
2
-0.1
0.5
0.9
1.5
2.9
2.2
7.4
6.8
0.2
1.2

2016
1.9
0.7
1.6
2
6.4
1.3

2017
1.9
0.2
1.5
1.9
6.2
1.2

Monetary Policy
2012

2013

2014

2012
1.9
0.0
2.5
2.8
2.6
2.0

Average Inflation
2013 2014
2015
1.4
1.4
0.3
0.4
2.7
0.8
1.4
0.4
0.0
2.6
1.5
0.0
2.6
2.0
1.4
0.9
0.5
0.0

2016
1.0
0.3
0.2
0.3
1.3
0.2

2017
1.5
2.5
0.8
1.0
1.3
0.8

Long Term Interest Rates (10 year)
2015

2016

2017

USA

0-0.25

0-0.25

1.7

3

2.2

2.27

Japan

0.1

0.1

0.1

0.1

-0.1

-0.1

0.8

0.7

0.3

0.25

2017
2.0-2.50
1.6-2.00
-0.1; 0.3 -0.1; 0.3

Euro Area

0.75

0.25

0.05

0.05

0.05

0

1.2

1.95

0.5

0.63

0.2-0.6

U.Kingdom

0.5

0.5

0.5

0.5

0.5

0.5

1.8

3.1

1.8

1.96

1.3-1.6 1.3-1.60

0-0.25 0.25-0.5 0.50-0.751.25-1.50

2012

2013

2014

2015

2016

0.2-0.6

Source: Natixis Asset Management
Economic research
No acceleration in growth expected in 2016 or 2017 in the main developed countries. Chinese growth
will continue to slow down given the transition mentioned in the main text. In Japan, there will be
another VAT increase in April 2017 which will result in a turnaround in activity and a rise in inflation. I
make the assumption that there will be no Brexit.
Inflation rates are reduced in 2016 by the effect of a low oil price, and in 2017 the small rise reflects a
neutral contribution from energy.
The Fed will raise its key interest rate once this year, at the most, and twice next year. Status quo
elsewhere. Long-term interest rates will remain very low, reflecting still very abundant savings.
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